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Major changes occurred in the hospital sector in the 1980s. Continued rapid hospital cost inflation intensified cost containment activities by both public and private third-party health insurers. Congress replaced cost reimbursement for inpatient treatment of Medicare beneficiaries with prospectively determined rates set by diagnosis. In addition, peer review organizations (PROS) were established to reduce medically unjustified inpatient admissions. Private health insurers increased use of managed care, bargaining on price with medical providers, and utilization review activities. The result of these efforts and other trends has been fewer, but more severely ill, inpatients, shorter length-of-stay, and increased outpatient activity.
If cost containment efforts are to succeed, they must constrain the rate of increase in hospital labor costs. Labor compensation accounts for over half of total hospital costs and is subject to more immediate restraint than are longer-term expenditures on plant and equipment. Many observers contend that the more difficult inpatient cases hospitals treated in the 1980s have required them to employ a more skilled, and hence costly, mix of workers. This trend has been especially pronounced in the nursing area, where the proportion of registered nurses (RNs) has grown at the expense of licensed practical nurses and ancillary nursing personnel.
Greater hospital demand for RNs that was not matched by an increase in their supply resulted in a nursing "shortage." To ease the shortage, increased Medicare reimbursement to raise nursing salaries and expanded federal subsidies to nursing education have been advocated. 1 The market responded to the RN shortage through above-average wage increases for nurses, which have raised hospital labor costs.
In this DataWatch, we present trends in hospital employment, skill mix, and employee compensation in the 1980s. Trends are analyzed both for all hospital workers and for selected occupations. Data from the 1960s and 1970s are juxtaposed where appropriate to put 1980s trends into historical context. In interpreting the trends, we focus on both the effects (or lack of effects) of cost containment activities and the operation of demand and supply factors in hospital labor markets.
Trends In Hospital Em ployment And Skill Mix
In the 1980s, growth in private hospital employment slowed but continued to outstrip that in the private economy as a whole. Hospital employment grew at triple the rate of all private jobs in the 1960s, double the rate in the 1970s, but only one-half faster in the 1980s (Exhibit 1). Contrary to their expectations, however, hospitals were able to maintain revenue growth well in excess of increases in their input prices. 3 Thus, the effects of PI'S and other cost-control efforts were short-lived: hospital employment growth accelerated toward the end of the 1980s. 4 Increases in hospital employment that continue to exceed economywide job growth are disappointing to policymakers. This is especially true because cost containment efforts have succeeded in reducing hospital inpatient use. From 1980 to 1988, short-term hospital inpatient days fell by 17 percent, as outpatient visits rose 31 percent. 5 The expectation was that treating patients in the less labor-intensive outpatient setting would result in a net reduction in jobs. Such has not been the case.
It is often argued that the increased illness severity of inpatients explains the absence of sustained job reductions in hospitals, in spite of substantial utilization declines. It is true that the average illness severity among inpatients has risen as less sick patients are no longer admitted to the hospital. Although this could account for an increased labor intensity per admission, it fails to explain the absolute increases in hospital employment. A more likely explanation is hospitals' continued ability in the 1980s to generate revenues to support their nonprofit, human service orientation toward providing more services to patients.
In any case, increasing employment combined with declining admissions resulted in a substantial increase in the labor intensity of hospital care in the 1980s. From 1980 to 1987, adjusted for increased outpatient activity, full-time equivalent (FTE) personnel per admission rose 12 percent and per inpatient day rose 26 percent. 6 Total nursing personnel per outpatient-adjusted admission rose 10 percent from 1980 to 1987 in PPS-eligible hospitals and increased 19 percent per adjusted patient day. In spite of concern about a "shortage" of nurses, the average intensity of nursing care in hospitals was greater at the end of the 1980s than at any time previously. These national average figures could, of course, disguise real nursing shortfalls in certain geographic areas or institutions.
Changes in nursing personnel reveal another significant trend in the 1980s: an upgrading of hospital skill mix. There were 28 percent more FTE RNs per adjusted admission in 1987 than in 1980, but 22 percent fewer licensed practical nurses and 12 percent fewer ancillary nursing This more skilled labor mix was not confined to nursing personnel. Overall, we estimate that the hospital occupation mix was upgraded by 2.9 percent from 1980 to 1987 in PPS-eligible hospitals. 7 Most of this increase (2.6 of the 2.9 percentage points) occurred between 1982 and 1986, coincident with hospitals' adjustment to Medicare PPS. The substitution of RNs for licensed practical nurses and ancillary nursing personnel and the increasing proportion of professional/ technical personnel compared to nonprofessionals were the two most important reasons for a more skilled hospital work force. From available data, we are not able to measure greater education, experience, and skills within occupation. For this reason, our estimate of a 2.9 percent more skilled occupation mix in 1987 than in 1980 is a lower bound for total improvement in skill mix.
In part, the upgrading of the hospital work force can be attributed to the demands of new technologies and caring for more severely ill patients in shorter hospital stays. However, other factors have also contributed: competitive pressures to improve the quality of care; and record hospital revenue margins in the mid-1980s that gave hospitals the financial resources to hire more, and more highly skilled, workers. In addition, because of the low wages of some more highly skilled occupations relative to their productivity, hospitals could provide care at lower cost by substituting the occupational categories with higher skills (such as RNs) for those with lower skills (such as licensed practical nurses and aides).
Trends In Hospital Employee Compensation
Following a modest real increase of 5 percent in the 1970s) the earnings of hospital workers advanced dramatically in the 1980s (Exhibit 2). From January 1980 to January 1990, the average hourly earnings of private hospital employees, adjusted for inflation, rose 23 percent, compared to a 6 percent decline for all private-sector employees. 8 In the 1980s) hospital workers' earnings rose by one-quarter relative to the general earnings level, from 10 percent below average to 18 percent above average. Hospital employees' earnings also increased relative to those of service sector and health services employees in the 1980s) widening the slight earnings advantage they held in 1980. The traditional conception of hospital employees as poorly paid workers was no longer true by 1989.
The average earnings of hospital employees will rise if hospitals upgrade the skill mix of their work force as well as if they pay more to the same workers. We estimate that the hospital occupation mix was 2.9 percent more expensive in 1987 than in 1980, which explains only a small portion of the 16 percent increase in average hourly earnings over that period. Even if our estimate of skill mix improvement is as little as half of the true value, the majority of hospital wage increases in the 1980s cannot be explained by a more expensive skill mix. 9 In the 1980s, hospitals increased wages when necessary to attract additional workers. Real earnings rose over 4 percent in both 1982 and 1983, when hospital employment was expanding. In mid-decade, as hospital employment dropped with the implementation of Medicare PPS, wage growth slowed, even turning slightly negative in 1986. However, real earnings growth turned up in the latter third of the decade as employment expanded. The mid-decade slowing of wage increases could also represent an effect of PPS and other cost containment efforts on hospital wage generosity. However, the higher wage increases in the late 1980s call into question the continuing impact of cost containment.
Hospital wage changes varied enormously by occupation (Exhibit 3). 10 Here we note large real earnings increases from 1981 to 1989 of many higher-skilled medical workers such as RNs, therapists, and pharmacists compared to the flat real earnings of lower-skilled nonprofessional occupations such as admitting clerks, switchboard operators, cleaners, and food service helpers. Also, in the first half of the decade, wage increases were relatively uniform across occupations. In the latter half, the rate of wage growth of some medical occupations accelerated, but in the nonprofessional occupations it was uniformly lower-negative in most cases. The large wage gains enjoyed by RNs seem to be easing the nursing shortage. In some areas, vacancy rates are falling and positions are being eliminated in response to the much higher RN salaries. 11 In the early 1980s, RNs were inexpensive compared to their less skilled counterparts, so hospitals hired many more of them. In addition, their stagnant relative wages precipitated a sharp 27 percent drop in enrollments in basic training programs from 1983 to 1987, constricting supply. 12 By 1989, gains in RN wages, both absolutely and relative to other nursing personnel who can perform some of the same tasks, had begun to lessen hospitals' demand for them. Also, reflecting the salary gains, RN enrollments rose in 1988, promising future increases in their supply. Because of these self-correcting mechanisms in the nurse labor market, policymakers should avoid overreacting to temporary shortages. 13 The pattern of wage increases by occupation is more consistent with hospitals' response to labor market forces of demand and supply than it is with hospitals' "philanthropy" in setting wages. If hospitals were dissipating excess revenues by granting overly generous wage increases, one would expect wage increases to be more uniform across occupations. However, this is not the case. Especially in the latter half of the decade, hospitals increased wages of skilled medical professionals in short supply but restrained wages of nonprofessionals and other occupations in more abundant supply relative to demand. The large increase in the average hourly earnings of hospital workers in the 1980s could be what hospitals had to pay to satisfy their demand for a larger and more highly skilled labor force. Although the evidence for philanthropic wage setting is not very strong, the possibility of hospital "sharing" of excess revenues with workers warrants continued monitoring of hospital wage setting.
In addition to the demand factors discussed above, shifts in the supply of labor to the hospital industry in the 1980s contributed to wage increases. The hospital labor force is about three-quarters female. 14 In the 1980s, the expansion of opportunities available to women, especially well-educated and highly skilled women, made them less willing to work for hospitals without salary increases.
Hospitals also raised wages in the 1980s to meet increased competition for skilled medical personnel from other providers of medical care. Hospitals were forced to raise the salaries of skilled personnel to avoid losing them to other health care settings. This greater competition may have reduced hospitals' market power over the wages of medical occupations. 15 Having lost their captive pool of female labor, hospitals will have to compete more vigorously for workers, especially highly skilled ones. To control their costs, hospitals must economize on the suddenly much more expensive skilled labor. This can be accomplished by assigning skilled workers only tasks for which their greater training is necessary. In addition, substituting capital (for example, computer monitoring systems) for labor can hold down labor expenses.
Sources Of Increase In Hospital Labor Costs
From 1980 to 1988, the total expenses of short-term hospitals grew at an average annual rate of 10.3 percent. Half of the cost increase (5.3 percent) was due to labor expenses, and half (5.0 percent) to nonlabor expenses. 16 The large increases in hospital employee compensation above inflation account for a significant fraction of total hospital cost increases in the 1980s. If real compensation (payroll and benefits) per employee had been constant from 1980 to 1988, total hospital costs would have risen at an annual rate of 8.6 percent instead of 10.3 percent, or 3.8 percent instead of 5.5 percent, inflation-adjusted. Thus, real increases in hospital employee compensation are responsible for one-sixth of hospital cost inflation in the 1980s and one-third of real cost increases.
A decomposition of payroll cost increases from 1980 to 1988 is given in Exhibit 4, together with similar data for the 1960s and 1970s to lend historical perspective. In the 1980s, admissions fell at an average annual rate of 1.7 percent, contributing negatively to growth in payroll labor costs. 17 Of the 10.8 percent increase in payroll cost per admission, about half (4.6 percentage points) was due to general inflation and about one-quarter each to increases in FTE personnel per admission (3.2 percentage points) and in real payroll per FTE employee (2.9 percentage points). Thus, of the 6.2 percent rate of increase in real payroll costs per admission, about half was due to the greater labor intensity of care and half to higher real salary per worker.
The average annual rare of increase in payroll labor costs was lower in the 1980s than in the two previous decades. However, payroll costs per admission increased faster in the 1980s (10.8 percent) than in the preceding decades (10.4 the 1960s (7.4 percent).
The rapid rate of increase in real payroll costs per admission in the 1980s is surprising. In this respect, the 1980s are more similar to the expansive 1960s, marked by the introduction of the Medicare and Medicaid programs in mid-decade, than they are to the 1970s. The effects of intensified cost containment efforts on labor expenses are not obvious in these aggregate numbers, except through a reduced demand for labor from fewer admissions. However, increased outpatient activity, the greater illness severity of inpatients, and labor market conditions must be considered when evaluating increases in labor costs in the 1980s.
Implications
Cost containment efforts in the 1980s succeeded in reducing the inpatient utilization of hospitals. Nevertheless, growth in labor costs was only temporarily slowed as hospitals increased the labor intensity of care, the skill mix of their labor force, and salaries. Substituting outpatient for inpatient care has not been enough to bring costs under control. More comprehensive limits on the revenues flowing to hospitals are necessary to curtail job and cost growth.
The rapid increase in the number and salaries of health care workers worries policymakers, who are concerned with the sharp rise in the nation's health care costs. 18 To be sure, this growth is not bad in itself. However, it means that human and financial resources are being diverted to the health sector at the expense of other pressing national priorities such as education. Increasingly, the health sector is draining away highly skilled individuals capable of major contributions to other fields.
For the most part, hospitals have been able to pay a premium to attract the skilled workers that they increasingly demand. If financial constraints begin to bind more tightly, and hospitals are unable to continue to raise salaries, they may complain of "shortages" of key personnel. Policymakers will then have to decide whether to provide hospitals with the resources to command many of the "best and brightest" workers, or whether other priorities will take precedence. 
